PRINCIPAL PURPOSE TEST
CASE STUDY 1: Aircraft taken on lease from an Irish Lessor
FACTS:
-

ICO is an Indian domestic carrier which has taken on lease an aircraft from an Irish lessor on a dry
lease basis.

-

ICO has to remit lease rentals to the Irish lessor and is examining withholding tax implications
under the Indo-Ireland DTAA after Multilateral Instrument (“MLI”) comes into force.

-

ICO has entered into a triple net lease agreement with the Irish lessor whereby ICO (i.e. the lessee)
is responsible for all taxes, insurance and aircraft maintenance.

-

Insofar as withholding tax implications under the Act are concerned, ICO is aware that the lease
rentals would qualify as ‘royalty’ under Explanation 2(iva) to Section 9(1)(vi) of the Income-tax
Act, 1961 (“the Act”) being consideration for right to use industrial, commercial or scientific
equipment and thereby withholding tax rate under the Act would be 10% (plus applicable surcharge
and cess).

-

Considering that Ireland is a hub for the aviation industry, ICO is confident that the lease rental
would not be taxable under the Indo-Ireland DTAA even after applying the Principal Purpose Test
(“PPT”) provided under Article 7 of the MLI.

-

The management of ICO seeks your esteemed views on whether such understanding is correct.
(Space intentionally left blank)

1

-

The following structures may be considered for your analysis.
STRUCTURE 1: TRADITIONAL LEASING STRUCTURE
FINANCER
Parent, Related entity, Third Party
1. Funding of
purchase

Irish Incorporated Aircraft Leasing
Company (“Lessor”)
3. Payment for
purchase

4. Aircraft Lease Out
5. Rental Payment

Indian Airlines
(“ICO” or “Lessee”)

2. Purchase of
Aircraft

SELLER
Manufacturer (Boeing, Airbus, etc.),
Aircraft Leasing Company

Asset (Aircraft) Flow
Fund Flow

STRUCTURE 2: LEASE IN – LEASE OUT (“LILO”)
AIRCRAFT LEASING COMPANY
Related Entity, Third Party Lessor
1. Aircraft
Lease In

4. Rental Payment

Irish Incorporated Aircraft Leasing
Company (“Lessor”)
2. Aircraft
Lease Out

3. Rental Payment

Indian Airlines
(“ICO” or “Lessee”)

Note: Additional funding if required by Irish lessor can be
obtained from Parent, Related Entity or Third Party

Asset (Aircraft) Flow
Fund Flow

QUERIES:
1. Whether the benefit of Indo-Ireland DTAA be denied by invoking PPT clause;
2. What caution should ICO take in light of PPT? Whether a representation from the Irish lessor
stating that he is entitled to treaty benefits be sufficient?
3. Can the treaty benefits be granted if the Irish lessor furnishes a valid Tax Residency Certificate
(“TRC”) issued by the Irish Government Authorities?
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4. Whether ICO can be alleged to be an ‘assessee-in-default’ by invoking PPT.
OUR RESEARCH:
1. Understanding the Principal Purpose Test
1.1. The guiding principle:
2003 OCED Commentary on Model Tax Convention introduced a guiding principle stating that
“the benefits of a double taxation convention should not be available where a main purpose for
entering into certain transactions or arrangements was to secure a more favourable tax
position and obtaining that more favourable treatment in these circumstances would be
contrary to the object and purpose of the relevant provisions.”1
The guiding principle acts two-fold –
(a) Clarifies that treaty benefit cannot be granted to taxpayer where the transaction or
arrangement entered into is abusive;
(b) Provides guidance as to what constitutes an abuse of the provisions of a tax treaty
The extent to which the OECD Commentary can be used in the interpretation of tax treaties has
been the subject matter of extensive debate. BEPS Action 6 – Final Report 2015 on Preventing
the Granting of Treaty Benefits in Inappropriate Circumstances (“Action 6”) seeks to
incorporate the guiding principles into the treaty itself. Thus, the elements contained in the
guiding principle are now reflected in the PPT recommended under Action 6.
The PPT now forms part of the Multilateral Instrument (“MLI”) to which India is a signatory.
1.2. PPT – Bare Provision:
Article 7(1) of the MLI provides that
Notwithstanding any provisions of a Covered Tax Agreement,
(a) a benefit under the Covered Tax Agreement shall not be granted in respect of an item of
income or capital (presence of a ‘benefit’)
(b) if it is reasonable to conclude, having regard to all relevant facts and circumstances, that
obtaining that benefit was one of the principal purposes of any arrangement or transaction
that resulted directly or indirectly in that benefit,(subjective element)
(c) unless it is established that granting that benefit in these circumstances would be in
accordance with the object and purpose of the relevant provisions of the Covered Tax
Agreement.(objective element)2

1

2003 OECD Commentary: Art. 1- Para 9.5; 2017 OECD Commentary (Condensed Version): Art. 1 - Para 61
The term is used from reference perspective. PPT per se is a subjective test based on an assessment of the
intentions behind an arrangement or transaction.
2
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1.3. PPT – An Analysis:
(i)

Non-obstante clause:
Article 7(1) starts with a non-obstante clause and thus, would have an overriding effect
over the bilateral treaty in its entirety. Thus, it prima facie appears that PPT would apply
even if the transaction undertaken by the taxpayer passes the Specific Anti-Avoidance
Rules in the treaty. As a result, PPT may lead to denial of any ‘benefit’ which is otherwise
available to a taxpayer under the treaty.

(ii) Presence of a benefit:
PPT provides that ‘benefit’ under the treaty, whether available directly or indirectly, should
not be granted if the subjective element is satisfied and exception carved out in objective
element is not satisfied.
The term ‘benefit’ would include all limitations (e.g. a tax reduction, exemption, deferral
or refund) on taxation imposed in the State of Source (“State S”) as per Para 175 of 2017
OCED Commentary (Condensed Version) (hereinafter referred to as “OECD
Commentary”) on Article 293.
(iii) The subjective element:
PPT triggers where ‘one of the principal purposes’ for entering into the transaction or
arrangement was to obtain a tax benefit. The reference to one of the principal purposes
means that obtaining the benefit under a tax convention need not be the sole or dominant
purpose of a particular arrangement or transaction. It is sufficient that at least one of the
principal purposes was to obtain such benefit. (Para 106 of the OECD Commentary4)
However, if after an analysis of all the facts and circumstances surrounding the
arrangement/ transaction, it is concluded that there are several purposes viz. non-tax
purposes and tax purposes and the non-tax purposes outweigh the ‘tax purposes’, a
question arises as to whether there exist a ‘principal purpose’ of tax benefit itself. That is
to say, tax benefit may be one of the ‘purposes’ but can it be called a ‘principal’ purpose.
Para 181 of the OCED Commentary provides that “A purpose will not be a principal
purpose when it is reasonable to conclude, having regard to all relevant facts and
circumstances, that obtaining the benefit was not a principal consideration……..In
particular, where an arrangement is inextricably linked to a core commercial activity, and
its form has not been driven by considerations of obtaining a benefit, it is unlikely that its
principal purpose will be considered to be to obtain that benefit.”
Thus, if a proper factual enquiry leads to a conclusion that ‘non-tax purposes’ outweigh
‘tax purposes’, one may contend that tax benefit is not the ‘principal’ purpose and thereby
the subjective element is not satisfied.

3

Article 29 of OCED Model Tax Convention dealt with Entitlement to benefits
A reference in this Paper to any para number from 169 to 187 of OCED Commentary means commentary on
Article 29(9), unless otherwise specified.
4
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Various illustrations given in the Commentary on application of PPT also clarify the above
view. Refer Example C, Example G, Example H, Example K and Example L under Para
182.
Elaborating Example G further, TCO, a company resident of State T, proposes to establish
a regional office RCO in State R for providing intra group services to five associated
enterprises. The decision to establish RCO in State R is mainly driven by the skilled labour
force, reliable legal system, business friendly environment, political stability, membership
of a regional grouping, sophisticated banking industry and the comprehensive double
taxation treaty network of State R, including its tax treaties with the five States in which
TCO owns subsidiaries, which all provide low withholding tax rates. Assuming that RCO
is engaged in the active conduct of business which includes using real assets, assuming
real risks and conduct of business through its own personnel located in State R, the
Commentary has concluded that it would not be reasonable to deny the benefits of the
treaties concluded between State R and the five States in which subsidiaries of TCO
operate.
Thus, when the non-tax purposes are primary drivers of the arrangement/ transaction, it
can be inferred that ‘one of the principal purposes’ is not to obtain a tax benefit.
However, it may also be noted that a person cannot avoid the application of PPT by merely
asserting that the arrangement or transaction was not undertaken or arranged to obtain the
benefits of the treaty. Similarly, it should not be lightly assumed that obtaining a benefit
under a tax treaty was one of the principal purposes of an arrangement or transaction and
merely reviewing the effects of an arrangement will not usually enable a conclusion to be
drawn about its purposes.5
Thus, a thorough analysis of the facts and circumstances has to be carried out to determine
whether one of principal purposes is to obtain treaty benefit. It must also be noted that such
determination requires reasonable conclusion, having regard to all facts and circumstances,
which means that the subjective test of identifying principal purpose is objectified by the
reasonableness test. Also, as the determination requires reasonableness, the possibility of
different interpretations of the events must be objectively considered.
In order to determine whether one of the principal purposes for entering into an
arrangement/ transaction is to obtain treaty benefit, the following points can be
considered6:
 Undertake an objective analysis of aims and objects of all persons involved in
putting arrangement/ transaction in place;
 Why all of them are party to the arrangement or transaction?
 Conclusive evidence of the intent of the parties not required;
 Looking merely at the ‘effect’ not sufficient;
 All of the evidences must be weighed;
 Mere denial of evidences is not sufficient.

5
6

Para 178 and Para 179 of 2017 OECD Commentary on Article 29
Para 178 and Para 179 of 2017 OECD Commentary on Article 29
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It would not be out of place to refer to the meaning of the terms ‘arrangement’ and
‘transaction’ as provided under Para 177 of the OCED Commentary. As per the said para,
the terms should be interpreted broadly and include any:
(a) agreement;
(b) understanding;
(c) scheme;
(d) transaction or series of transactions, whether or not they are legally enforceable.
In particular, these terms include the creation, assignment, acquisition or transfer of the
income itself, or of the property or right in respect of which the income accrues. These
terms also encompass arrangements concerning the establishment, acquisition or
maintenance of a person who derives the income, including the qualification of that person
as a resident of one of the Contracting States, and include steps that persons may take
themselves in order to establish residence.
In view of the foregoing, it can be said that the ‘subjective element’ should be interpreted
in a restrictive manner in the sense that if the transaction or arrangement at stake has
economic or commercial justifications that outweigh the tax advantage obtained, then this
element is not fulfilled.
(iv) The objective element:
If the subjective test is satisfied, the taxpayer will have to prove that ‘granting that benefit
is in accordance with the object and purpose of the relevant provisions of the treaty’. Thus,
the objective element carves out an exception to the PPT.
Now, for the purpose of examining the objective element, a question arises as to whether
‘object and purpose’ of ‘the relevant provisions’ of the treaty have to be seen in isolation
or in light of the overall object and purpose of the treaty.
For instance, the object and purpose of the distributive rules is to allocate taxing rights
over the various items of income and capital amongst the States. If this object and purpose
is examined in isolation, the PPT would be rendered otiose because under a treaty shopping
or any tax avoidance arrangement, a taxpayer formally respects the conditions imposed by
the relevant distributive rules but usually acts against the underlying spirit (intentions) of
the treaty.
May we now refer to the general rule of treaty interpretation contained in Article 31(1) of
the Vienna Convention on the Law of Treaties, “(a) treaty shall be interpreted in good
faith in accordance with the ordinary meaning to be given to the terms of the treaty in their
context and in the light of its object and purpose.”
Thus, it can be inferred that the object and purpose of the relevant provisions has to be
examined in light of the overall object and purpose of the treaty.
The title and preamble form part of the context of the treaty and constitute a general
statement of the ‘object and purpose’ of the treaty. Thus, the overall object and purpose of
the treaty has to be examined in light of its title and preamble.
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In this regard, reference is also invited to Para 173 of the OCED Commentary which
provides that PPT must be read in the context of the rest of the Convention, including its
preamble. In fact, in lines with the recommendation under Action 6, Article 6(1) of MLI
intends to modify the existing preamble of the treaty to include the following:
“Intending to eliminate double taxation with respect to the taxes covered by
this agreement without creating opportunities for non-taxation or reduced
taxation through tax evasion or avoidance (including through treatyshopping arrangements aimed at obtaining reliefs provided in this
agreement for the indirect benefit of residents of third jurisdictions),”
The text quoted above shall be included in a Covered Tax Agreement ‘in place of or in the
absence of’ preamble language referring to an intent to eliminate double taxation.
2. Ireland – A hub for aircraft leasing
Irish-based lessors manage 65% of the world’s leased commercial aircraft.
Leasing of aircraft began close to 40 years ago and Ireland has a strong legacy dating back to
the formation of Guinness Peat Aviation (“GPA”). GPA planted the seeds of a vibrant industry,
which has developed deep roots in the country. Many of the people behind today’s highly
successful Irish-based leasing companies learned their trade with GPA and Ireland has an
exceptional depth of knowledge, experience and professional skill base in the sector.
It’s a rapid growth sector, too, with 35,000 new aircrafts and replacement aircraft required in the
next 20 years to sustain passenger growth. Aircraft leasing companies will play a major role in
the provision of these aircraft.
Within Ireland over 5,000 direct and indirect jobs have been created in the industry and in
supporting professional services in legal, tax, accounting and a vibrant Maintenance Repair and
Overhaul (“MRO”) sector which has built up at Dublin and Shannon airports to support the
technical maintenance and transitioning of aircraft.
The aircraft leasing companies in Ireland recently launched a new initiative, Aircraft Leasing
Ireland, to ensure that the sector continues to flourish here by adopting a more coordinated voice.

Ireland is an attractive place for international investors to do business for a number of reasons,
such as Ireland:
7

 has a government that is committed to the development of the aviation finance and leasing
industry;
 is a longstanding member of the European Union and the OCED;
 is an onshore jurisdiction;
 has a common law legal system which is familiar to most investors, promoters and
financiers;
 is English speaking;
 is in the GMT time zone;
 is a contracting state to the Cape Town Convention and Aviation Protocol; etc.
Ireland is a low tax jurisdiction and the Irish tax authorities are supportive of the leasing industry
as it encourages economic development and employment. Ireland has:









a low corporation tax rate for trading companies (12.5%);
an excellent double tax treaty network;
no withholding tax on lease rental payments;
straight – line tax depreciation (12.5%) over 8 years;
zero per cent VAT on international aviation leasing;
no stamp duty or transfer taxes on the transfer of aircraft or aircraft parts;
wide exemptions from withholding tax on interest and dividend payments;
credit for non - treaty withholding taxes, etc.

In the nut-shell, Ireland has strong skill set that comes from over four decades of experience in
aircraft leasing, an effective legal system, extensive tax convention network, lower corporate tax
rate and various other factors making it a hub for aviation industry.
3. Analysis of the Queries
3.1. PPT implications:
At the outset, it would be pertinent examine India and Ireland’s position on MLI. In this regard,
reference is invited to a screenshot from the OECD’s MLI Matching Database (Status as on May
28, 2019) which is extracted as below:
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While Ireland has ratified MLI on January 29, 2019, India is yet to ratify the instrument.
Presuming that the draft position of India on Article 6 and Article 7 were to be its final position,
then the preamble language provided in Article 6(1) will be included in addition to the existing
preamble language. Further, PPT provided under Article 7(1) will have to be read into the IndoIreland DTAA and the PPT will not be supplemented by Simplified Limitation of Benefits.
Now, in order to determine whether PPT applies or not in the present case, one needs to –
(i) Identify whether a ‘benefit’ under tax treaty exist;
(ii) Examine, if the answer to (a) is in affirmative, whether the ‘subjective element’ is satisfied;
(iii) Examine, if the answer to (b) is in affirmative, whether the exception carved out under the
‘objective element’ is satisfied
(i) Existence of a benefit under Indo-Ireland DTAA
Article 12 of the said DTAA explicitly excludes ‘use or right to use an aircraft’ from the
scope of Royalties. Thus, income arising from leasing of aircraft in India on dry lease basis
would be chargeable to tax in India only if the Irish lessor has a Permanent Establishment
(“PE”) in India.
Presuming that the Irish lessor in the present case would not have any PE in India, the lease
rentals would not be chargeable to tax in India.
(ii) Examining the subjective element
In order to determine whether the subjective element is satisfied, several aspects need to
be examined.
(a) Why is the Irish company established?
The Irish company has been established leasing of aircraft.
(b) Selection of ‘Ireland’ for establishing the aircraft leasing company:
Ireland is a hub for aviation industry, especially aircraft leasing having skilled force,
reliable legal system, business friendly environment, extensive tax convention
network, lower corporate tax rate, etc.
(c) Whether Irish lessor is engaged in genuine economic activities in Ireland or is it
merely a conduit?
This aspect requires examination of whether the Irish lessor is involved in conducting
real business in Ireland involving substantive economic functions, using real assets,
assuming real risk, carrying out business through its own personnel located in Ireland,
etc.
From ICO’s standpoint (i.e. the lessee), it would be very difficult to examine this
aspect as the Irish lessor would certainly not be willing to share any information with
ICO regarding its business activities. However, an attempt should be made to find out
as much information as possible to reach a reasonable conclusion. The deductor must
visit the official websites of the company, the group, other databases available on
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public domain (like Google search, etc.), scrutinise annual reports of the company and
its parent company (available in public domain), etc.
On a broader analysis, it is likely that the Irish company in the traditional structure
would have substance in Ireland. However, the same cannot be said in case of LILO
structure and thus, it is prone to the risk of PPT.
On the basis of the above analysis of the facts, it is likely that under the traditional
leasing structure (Structure 1), the non-tax purposes would outweigh the tax purposes
and thereby one of the principal purposes for entering into the arrangement or
transaction would not be to obtain tax benefit. If it is reasonable to conclude that the
subjective element is not present in Structure 1, PPT would not be satisfied.
Coming to the LILO structure (Structure 2), the chances of it being a conduit are high,
at least from a deductor’s or tax authorities standpoint and thus, we will proceed on
the footing that subjective element is satisfied.

(iii) Examining the objective element
As regards the traditional structure, examining objective element becomes academic, if
there are enough supportings and evidences to conclude that subjective element is not
present. However, considering the challenging task of collating the information, it is better
to determine whether the exception carved of under the objective element is satisfied.
Coming to LILO structure, since the subjective element is likely to be satisfied, it becomes
important to examine whether granting of benefit is within the object and purpose of the
treaty.
Thus, we will examine the objective element under both the structures.
The object and purpose of excluding aircraft from the ambit of ‘royalties’ has to be seen
in light of the object and purpose of the overall treaty. Thus, reference is invited to the title
of the Indo-Ireland DTAA which read as “Convention between the Government of the
Republic of India and the Government of Ireland for the avoidance of double taxation and
for the prevention of fiscal evasion with respect to taxes on income and capital gains”
Post MLI, the Preamble of Indo-Ireland DTAA would read as under:
“The Government of the Republic of India and the Government of Ireland,
desiring to conclude a Convention for the Avoidance of Double Taxation
intending to eliminate double taxation with respect to the taxes covered by
this agreement without creating opportunities for non-taxation or reduced
taxation through tax evasion or avoidance (including through treatyshopping arrangements aimed at obtaining reliefs provided in this
agreement for the indirect benefit of residents of third jurisdictions), and for
the Prevention of Fiscal Evasion with respect to taxes on income and capital
gains and with a view to promoting economic co-operation between the two
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countries, have agreed as follows :” (Additions in bold and underlined for
emphasis)
As can observed from the preamble quoted above, ‘promoting economic co-operation
between India and Ireland’ is one the object and purpose of the treaty. Thus, it can be said
that ‘aircraft’ has been excluded from the scope of royalties under DTAA to promote
economic co-operation between the two countries.
Thus, where the Irish leasing company is a company of substance and is engaged in active
conduct of business from Ireland which includes using real assets, assuming real risks, etc.,
the treaty benefit cannot be denied merely on the basis of tax benefit under the treaty.
Interestingly, the subjective element and objective element are entwined. Both require
analysis of the facts and circumstances of the transaction to either determine whether one
of the principal purposes is to obtain a tax benefit and/ or to ensure that it is not a case of
treaty shopping. However, the latter requires a conclusive analysis as against reasonable
conclusion in the former. Thus, from the taxpayer or deductor’s standpoint, it can be said
that reasonable conclusion that one of the principal purpose it not to obtain tax benefit
would not be sufficient.
In view of the foregoing, it can be said that in case of traditional structure, the treaty benefit
it most likely to be granted. However, the same cannot be said for a LILO structure as it
may be a case of treaty shopping and thereby PPT can be invoked.
Poser 1: In the present case, which ‘arrangement or transaction’ has to be examined?
(a) setting up of leasing company in Ireland or (b) entering into a lease agreement with an Irish
lessor or (c) both collectively ?
Poser 2: Will PPT apply with respect to arrangement or transactions entered into prior to PPT
coming into effect?
Consider the following situations – (a) Irish Co. established prior to effective date of PPT; (b)
Irish Co. established prior to effective date of PPT, but lease agreement entered into after the
PPT becomes effective.
Can treaty benefit be denied purely on the basis of the ‘title and preamble’, after PPT comes
into effective?
Poser 3: Will the fact that withholding tax is to be borne by the lessee (i.e. ICO) have an impact
on examination of PPT?
3.2. Caution to be taken by ICO:
In order to mitigate the risk of denial of treaty benefit to the lessor, ICO can consider the following
measures –
(a) Request the Irish lessor to obtain a certificate under section 197 of the Act for nondeduction of tax under section 195 of the Act;
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(b) Insist on a certificate/ opinion from a local tax consultant holding that Irish lessor is not
merely a conduit and is engaged in active conduct of business in Ireland;
(c) Obtain a declaration/ representation from the lessor covering the points mentioned in (b)
above;
(d) Negotiate with the lessor to indemnify ICO against the future tax demands, penalty,
litigation cost, etc.
A question also arises as to whether a mere declaration/ representation from the lessor would
suffice, from the standpoint of a deductor.
Now, the subjective element stands satisfied if it can be ‘reasonably concluded’ that one of the
principal purpose test is to obtain tax benefit. Due to this reasonableness, the possibility of
different interpretations cannot be ruled out. That is to say, while the deductor may claim that
PPT does not apply based on the declaration, the tax department may allege that he has a
reasonable (not conclusive) basis to conclude that the subjective element is satisfied. Thus, a
mere declaration from the taxpayer may not suffice and the deductor will have to enquire about
the conduct, substance and genuineness of the lessor’s presence in Ireland.
Another nascent thought is to draw inference from the issue on whether the employers are
required to collect proof of travel for allowing LTA benefit to the employees. The Revenue took
this issue until the Supreme Court in Larsen & Turbo Ltd [2009] 313 ITR 1 (SC) by arguing that
the employers should collect supporting evidence and furnish them to the tax authorities. The
Court dismissed the Revenue’s appeal and held that the beneficiary of exemption of LTA is an
individual employee and there is nothing in law obligating the deductor to collect and examine
supporting evidences.
Drawing analogy from the above decision, can one argue that since there is no statutory obligation
to collect and examine supporting evidences for the purpose of withholding tax under section 195
except for TRC and Form 10F, the deductor can simply rely on the declaration without verifying
the correctness of the same.
3.3. TRC – Whether a conclusion evidence:
Conclusiveness of TRC has been a controversial issue since almost two decades and finds its
roots in CBDT Circular No. 789 dated 13-04-2000 which clarified that “wherever a Certificate
of Residence is issued by the Mauritian Authorities, such Certificate will constitute sufficient
evidence for accepting the status of residence as well as beneficial ownership for applying the
DTAC accordingly.”. The validity of the circular was challenged in the most celebrated decision
of UOl vs. Azadi Bachao Andolan [2003] 263 ITR 706 (SC). The Apex Court upheld the
validity of the circular thereby settling the dust on the controversy.
This controversy resurfaced in 2012 after the Apex Court’s decision in case of Vodafone
International Holdings B.V. vs. UOI [2012] 341 ITR 1 (SC). The Court held that “DTAA and
Circular No. 789, dated 13-4-2000, would not preclude the Income-tax Department from denying
the tax treaty benefits, if it is established, on facts, that the Mauritius company has been
interposed as the owner of the shares in India, at the time of disposal of the shares to a third
party, solely with a view to avoid tax without any commercial substance. Tax Department, in
such a situation, notwithstanding the fact that the Mauritian company is required to be treated
as the beneficial owner of the shares under Circular No. 789 and the Treaty is entitled to look at
12

the entire transaction of sale as a whole and if it is established that the Mauritian company has
been interposed as a device, it is open to the Tax Department to discard the device and take into
consideration the real transaction between the parties, and the transaction may be subjected to
tax.” In short, the Court held that TRC is not a conclusive evidence and the tax officers can still
examine if the treaty has been abused for the fraudulent purpose of evasion of tax.
This decision resulted into insertion of sub-section (4) in section 90 of the Income-tax Act vide
Finance Act, 2012 to provide that benefit of treaty can be availed only if TRC from the
Government of which the taxpayer is a resident is furnished. The Explanatory Memorandum
thereto stated that TRC would be “a necessary but not sufficient condition for availing benefits
of the agreements” With the intention to clarify this position, Finance Bill, 2013 proposed to
insert sub-section (5) providing that “The certificate of being a resident in a country outside India
or specified territory outside India, as the case may be, referred to in sub-section (4), shall be
necessary but not a sufficient condition for claiming any relief under the agreement referred to
therein.” The proposed amendment lead to severe anxiety amongst the non-resident assessees.
The issue was then addressed by the Finance Ministry vide Press Release dated March 01, 2013
stating that “The government wishes to make it clear that that is not the intention of the proposed
subsection (5) of section 90. The Tax Residency Certificate produced by a resident of a
contracting state will be accepted as evidence that he is a resident of that contracting state and
the Income Tax Authorities in India will not go behind the TRC and question his resident status.”
The Ministry further clarified that circular 789 (supra) to be in force. The proposed section 90(5)
was also dropped and a new sub-section (5) was inserted requiring the taxpayers to provide other
documents and information, as may be prescribed, along with a TRC, for availing the treaty
benefits.
In light of the above analysis, one may draw a conclusion that the controversy on TRC being a
conclusive evidence is now settled. However, a closer reading of the press release would suggest
that TRC may be considered to be a conclusive evidence only to determine whether the person is
a resident of the contracting state. However, in order to claim benefit of DTAA, certain provisions
require satisfaction of dual condition of ‘residence’ of contracting state and ‘beneficial owner’ of
income. For instance, refer treaty provisions governing dividend, interest, royalties and fees for
technical services. Thus, the real controversy is whether a TRC enables an inference that the
income under consideration is beneficially owned by the taxpayer.
In DIT vs. Universal International Music B.V [2013] 214 Taxman 19 (Bom HC) it has been
held that certificate from revenue authorities is sufficient evidence of beneficial ownership for
availing benefit of Indo-Netherlands DTAA.
Following the above decision, in HSBC Bank (Mauritius) Ltd. vs. DCIT [2018] 96
taxmann.com 544 (Mum Trib) it has been held that assessee is the ‘beneficial owner’ of the
impugned interest income on the strength of the TRC issued by the Mauritian authorities.
However, a contrary view has been taken in Google India (P.) Ltd. vs. JDIT (Itnl Taxn) [2018]
194 TTJ 385 (Bang Trib). In this case, after analysing the facts involved, the Bangalore Tribunal
restored the matter back to the Assessing Officer to re-adjudicate the issue of beneficial
ownership, despite of TRC being furnished by the assessee. The Tribunal held that “Through
Circular No. 789, dated 13-4-2000 it has been made clear that wherever certification of
registration is issued by Mauritian authorities, such certificate will constitute sufficient evidence
for accepting the status of residence as well as beneficial ownership for applying the DTAC.
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Through Press Release dated 1-3-2013, it has been clarified that the Tax Residency Certificate
(TRC) produced by a resident of a contracting State shall be accepted as on evidence that he is
a resident of that contracting State and income-tax authorities in India will not go behind the
TRC and question the residential there status, meaning thereby, through this Press Release, it
has been made clear that Tax Residency Certificate (TRC) is the final word with regard to
residential status of the party and the revenue cannot go beyond it unless and until it has some
other evidence. [Para 166]”
Further, attention is also invited to the Advance Ruling in the case of “AB” Mauritius, In re
[2018] 402 ITR 311 (AAR – New Delhi) wherein applicant, a Mauritian company, part of C
Group (comprising of two US companies) acquired shares of AB India, but, had no role in
decision-making process for acquiring shares of AB India from US sellers. Capital gains on
transfer of shares held in AB India to its subsidiary company, being AB Singapore, were held to
be taxable in India and thereby applicant would not be entitled to benefit of Indo-Mauritius
DTAA. The Advance Ruling Authority has exquisitely explained the scope of TRC in the
following words – “As regards Circular 789 issued by the CBDT, it is agreed that the tax
residency certificate issued by the Mauritius authorities is at least a presumptive evidence of
beneficial ownership of the shares and the gains arising therefrom, even if it does not given rise
to a conclusive presumption…… In the instant case the applicant was incorporated in Mauritius
for investing in the 'S' sector and in India. Hence, when the TRC was obtained declaring the
above intent, it was fairly granted the same. So the presumption would be right that it was set up
as an investment holding company. However, it is the subsequent conduct of the company that
casts a shadow on whether it could be said to be the beneficial owner of the shares acquired
through the SPA, which was neither signed by it nor mentions any consideration paid or payable
by it.”
Recently, in the context of Indo-Mauritius DTAA, the Bombay High Court in the case of
Indostar Capital vs. ACIT (Intl. Taxn.) [2019] 105 taxmann.com 96 observed that “Despite
the existence of DTAA, despite the availability of the TRC……….despite the CBDT circular that
such certificate as long as in operation would be a valid consideration for applying the DTAA,
we do not find that as laid down by the Supreme Court through series of judgments7 has shut out
the case of the Revenue totally when it comes to a fraudulent or fictitious transaction.”
In view of the foregoing, it may be inferred that TRC may be a conclusive evidence qua the
‘residency’ of the non-resident taxpayer but qua the ‘beneficial owner’ of income, it provides
only a presumptive evidence and does not give rise to a conclusive presumption. It is the conduct
of the taxpayer that determines whether he is the beneficial owner of the income. Such a view is
also in tandem with the modifications proposed in the preamble and the PPT Rule.
Lastly, attention is invited to a recent decision in case of Skaps Industries India (P.) Ltd. vs.
ITO [2018] 171 ITD 723 (Ahmd Trib.) which has unwrapped a new controversy about section
90(4) being a limitation to section 90(2). The Tribunal observed that in the absence of a nonobstante clause under section 90(4), it cannot be read as a limitation to the treaty superiority under
section 90(2). An eligible assessee cannot be declined the treaty protection under section 90(2)
on the ground that the said assessee has not been able to furnish a TRC in the prescribed form.
The Tribunal affirms that a non-resident assessee can substantiate his residency by furnishing

7

Landmark decision being Azadi Bachao Andolan (supra)
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sufficient and reasonable documentary evidence and the requirement of furnishing TRC would
be persuasive and not mandatory.
3.4. Risk of PPT being invoked and deductor being treated as an assessee-in-default:
In order to address this query it is important to understand as to who assumes the ‘burden of
proof’. A plausible view is that the tax authorities have to reasonably conclude that subjective
element is satisfied whereas in defence, the taxpayer is required to establish that granting of
benefit is in accordance with the object and purpose.
The reasonableness in the subjective element brings in a lot of uncertainty and consequently
would lead to significant increase in tax disputes. Who decides what are “relevant facts” and
“relevant circumstances”? What is the standard of “reasonableness”? Evaluation of
“reasonableness” is from whose perspective? How will the tax authority come to a finding that,
upon perusal of the relevant facts and circumstances, it indeed appears to be a reasonable or
unreasonable case? Where is the guidance?
Further, the burden of proof on the tax authorities and taxpayer is quite unbalanced. While for
the subjective test to deny a benefit it is sufficient to ‘reasonably (and not convincingly)
conclude’, the exception in form of objective test should be ‘established.’ Also, the tax authorities
can deny treaty benefit if ‘one of the’ principal purpose and not ‘the’ principal purpose was to
obtain tax benefit. Thus, again, the threshold of burden on the tax authority seems to be lower
and considering the litigious approach of the Indian tax authorities, the increase in disputes is
going to be phenomenal in future and genuine commercial transactions may also be subject to
litigation.
Recently, in Indostar Capital (supra), the Bombay High Court quashed the Assessing Officer’s
order under section 197 which denied Mauritius treaty benefit on sale of shares of an Indian
company acquired prior to April 1, 2017. However, the High Court left a window open for
revenue to examine the genuineness of the transaction in the course of assessment proceedings
holding that “Mere fact that the assessee company has not transacted any other business by itself
may not be conclusive………..The observation that mere transfer of money through banking
channel would not be conclusive, may be quite correct but the same cannot be a ground against
the assessee unless there is adverse material. It is true that the extent of administrative
expenditure and the employment structure may be some of the factors which eventually would go
to establish whether the transaction was sham and the very existence of the assessee was
fraudulent, however by themselves may not be sufficient. All these aspects can and need to be
gone into in the assessment proceedings.”
Now, the fact that the High Court has acknowledged the need to examine the matter in the course
of assessment proceedings, such findings by the Assessing Officer post PPT, may be considered
to be sufficient to draw a reasonable conclusion that one of principal purposes of the transaction
is to obtain tax benefit.
Thus, it can be said that the burden of proof eventually shifts on the taxpayer or the deductor in
the present case, because he is ultimately required to establish that the tax benefit is in accordance
with the object and purpose of the relevant provisions.
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Coming to the facts of the present case, under the traditional leasing structure, the deductor is
likely to be on stronger footing to substantiate that it was under a bona fide belief that subjective
element is not satisfied and also that the tax benefit is in accordance with the preamble of IndoIreland DTAA. However, the same cannot be said in case of LILO and thus, it is most likely that
the deductor may be treated as an assessee-in-default.
Some Statistics for the sake of information:
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CASE STUDY 2: Setting-up of an Investment Fund
FACTS:
-

Invest II is US based FII. Investment in India is traditionally routed through Singapore based
Company which satisfies the Limitation of Benefit test provided under the treaty. However, post
amendment in Indo-Singapore DTAA, capital gain arising from transfer of shares of Indian
company is taxable in India. This has resulted in reducing return of investment for its investor.

-

Good Bet II is newly formed US fund. Good Bet II uses its subsidiary in France to invest in India.
Under the Indo-France DTAA, gain arising from transfer of shares is not taxable in India.
Accordingly, it is in a position to offer better return to its investors. Accordingly, investors have
started moving significant funds to Good Bet II resulting in loss of business for Invest II.

-

In order to save business, Invest II proposes to incorporate its subsidiary in France and invest in
India.
QUERY:
Can PPT be invoked to deny treaty benefit in a case where tax is a significant commercial factor for
reason of change and survival of business?
OUR RESEARCH:
At the outset, it would be pertinent to examine India and France’s position on MLI and more
specifically the compatibility on Article 6 and Article 7(1). In this regard, reference is invited to a
screenshot from the OECD’s MLI Matching Database (Status as on May 28, 2019) which is
extracted as below:
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While France has ratified MLI on September 26, 2018, India is yet to deposit the ratified instrument.
Presuming that the draft position of India on Article 6 and Article 7(1) were to be its final position,
then the Preamble test provided in Article 6(1) will be included in addition to the existing preamble
language. Further, PPT provided under Article 7(1) will have to be read into the Indo-France DTAA.

Prima facie, based on the limited facts, one may conclude that the act of incorporation of new French
subsidiary is with the ‘principal purpose’ of obtaining the treaty benefit and thereby, the French
subsidiary should be denied access to the Indo-France DTAA. However, it is worthwhile to dive into
key additional aspects relating to the structure and then arrive at the conclusion.
To begin with, it will be relevant to take note of the existing structure in place wherein Invest II (a
US based FII) has incorporated a Singapore subsidiary to provide a platform to foreign investors to
make investments into India under the FPI route. On facts, it is assumed that Invest II has non-US
investors as well. Therefore, the primary objective of the said SPV is to pool monies of various
investors to achieve economies of scale and efficiency in portfolio management. Further, the
Singapore SPV would have either appointed an investment manager or an investment advisor (if
self-managed), who is expected to be based/located in Singapore itself. This is considering same
jurisdiction enables the investment manager/advisor to coordinate/interact with the Board of
Directors or may be undertake investment decisions. Additionally, it will be worthwhile to take note
of few key considerations basis which Invest II would have established the Singapore SPV, which
are as follows:
 SPV would be a private limited company incorporated in Singapore under the Singapore
Companies Act (i.e. a regulated entity);
 The investment manager is expected to be a Capital Markets Services License Holder and
regulated by the Monetary Authority of Singapore;
 Singapore has a stable political environment;
 Many FPIs operate out of and are based in Singapore;
 Favourable time zone for making investments in India;
 Existence of skilled and multilingual workforce;
 Majority of the Board members being residents of Singapore;
 Singapore has an extensive network of treaty network and overall there is tax efficiency to
operate from Singapore.
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However, now Invest II is facing business difficulties in operating from Singapore considering
reduction in return for its investors, post amendment to the Indo-Singapore DTAA. Accordingly, the
very objective of operating an investment vehicle in a third jurisdiction and maximising returns for
the investors is being defeated and this has resulted in a proposal to establish a new subsidiary in
France.
In light of the above factual background, let us now apply the Principal Purpose Test.
(i) Existence of a benefit under Indo-France DTAA
As per Article 14 of the said DTAA, gains from alienation of shares 8 and securities of an Indian
entity shall be taxable only in the France.
(ii) Examining the subjective element
Firstly, the arrangement or transaction to be examined here is establishing of the French
subsidiary.
In order to identify the ‘principal purposes’, the following aspects need a closer examination:
(a) Decision to set-up of a new SPV in another jurisdiction;
(b) Selection of France as a jurisdiction for the new SPV;
(c) Whether the SPV in France will merely be a conduit or would be engaged in active conduct
of business
(a) Decision to set-up of a new SPV in another jurisdiction:
Invest II is facing business difficulties in operating from Singapore considering reduction
in return for its investors as a consequence of amendment to the Indo-Singapore DTAA.
Thus, proposes to set-up a new SPV in another jurisdiction.
(b) Selection of France as a jurisdiction for the new SPV:
Presuming that other factors viz. sound regulatory and political environment, skilled
workforce, being part of the same regional group, ease of doing business, etc. are similar
in both Singapore and France, the reason to select France is significantly driven by no
capital gains tax on investment in India as provided under the Indo-France DTAA.
Based on these facts, one plausible view is that tax benefit is one of the principal purpose
for establishing the SPV in France.
However, it should not be lightly assumed, that obtaining a benefit under a tax treaty was
one of the principal purposes of an arrangement or transaction by merely reviewing the
effects of an arrangement. The OCED commentary at Para 181 states that “where an
arrangement…..and its form has not been driven by considerations of obtaining a benefit,
it is unlikely that its principal purpose will be considered to be to obtain that benefit.”
Thus, where the ‘non-tax purposes’ outweigh the ‘tax purposes’, then one may contended
that tax benefit is not the ‘principal purpose’.
8

Not covered under Para 3 or Para 4 of Article 14
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In the present case, it can be argued that the decision of selecting France for setting-up the
SPV is based on commercial reasons and tax benefit is only an incidental purpose. It will
not be incorrect to say that that tax benefit is actually a non-tax purpose and not a tax
purpose, in the instant case. In case of investment funds, return on investment is a very
critical factor which is being hampered in case of investment in India through the
Singapore based fund. Thus, the reason for setting-up an SPV in France is to maintain the
rate of return by taking advantage of the tax benefit available in Indo-France DTAA.
Hence, arguably, the intention of incorporating the SPV in France is not for obtaining tax
benefit.
(c) Whether the SPV in France will merely be a conduit or would be engaged in active conduct
of business:
This is also a very critical aspect. If the SPV is merely a conduit then, certainly, the
principal purpose of the arrangement is to obtain tax benefit. However, if the SPV will be
engaged in the active conduct of business in France which includes using real assets,
assuming real risks and conduct of business through its own personnel located in France,
it would not be reasonable to deny treaty benefit. Another key aspect is that the investment
manager should be based/located in France and he should be in a position to control the
investment decisions. Also the Board should majorly consist of local members resident of
France.
In light of the above analysis, one may draw a conclusion that subjective element is not satisfied.
However, considering the requirement of ‘reasonable conclusion’ by the tax authorities, a view
otherwise cannot be ruled out. Thus, it becomes utmost important to examine the objective
element.
(iii) Examining the objective element
The object and purpose of the Article 14 of Indo-France DTAA would be to allocate taxing
rights over capital gains amongst the States. This object has to be seen in light of the object and
purpose of the treaty.
Title of the Indo-France DTAA read as “Convention between the Government of the Republic
of India and the Government of the French Republic for the avoidance of double taxation and
the prevention of fiscal evasion with respect to taxes on income and on capital”.

Post MLI, the preamble of Indo-France DTAA would read as under:
“The Government of the Republic of India and Government of the French Republic,
desiring to conclude a Convention for the avoidance of double taxation intending to
eliminate double taxation with respect to the taxes covered by this agreement
without creating opportunities for non-taxation or reduced taxation through tax
evasion or avoidance (including through treaty-shopping arrangements aimed at
obtaining reliefs provided in this agreement for the indirect benefit of residents of
third jurisdictions) and for the prevention of fiscal evasion with respect to taxes on
income and on capital;” (Additions in bold and underlined for emphasis)
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If Invest II is able to substantiate that the SPV is not merely be a conduit, but will be an entity
of sufficient substance, it can be said that it is not a treaty shopping arrangement and thereby
granting of tax benefit in accordance with the object and purpose of the relevant provisions.
In view of the foregoing analysis, one may reach a conclusion that PPT cannot be invoked in the
present case, where tax is a significant commercial factor for reason of change and survival of
business
On a concluding note, PPT is an unexplored territory and is at a very nascent stage in India. With time
we will certainly fetch reasonable (if not conclusive) answers to our queries and will come across many
more issues to be addressed.
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